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McKesson Cor poration ("MKesson") filed McKesson's Mti on
to Conpel Paynent of Adm nistrative Expense Claimand Non-Priority
Unsecured Claim (the "Mtion to Conpel Paynent") on May 13, 2003.
On June 4, 2003, Phar-Mor, Inc. ("Phar-Mr," "Debtor"™ or "Debtors")
filed (A) Debtor's Menorandum in Opposition to MKesson's Mtion
to Conpel Paynment, and (B) Debtor's Motion for Reconsideration of
Prior Order Regardi ng Al l owance of McKesson Cl ai m Pursuant to Rule
3008 of the Federal Rules of Bankruptcy Procedure ("Phar-Mr's
Opposition and Motion for Reconsideration"). On June 9, 2003,
McKesson filed MKesson's Reply and Opposition to Phar-Mr's
Opposition and Mtion for Reconsideration ("MKesson's Reply").
This Court, Chief Judge Bodoh presiding, held a hearing on the
Motion to Conpel Payment and Phar-Mr's Opposition and Mtion for
Reconsi deration on June 10, 2003. At that time, the Court took the
mat t er under advi senent. Judge Bodoh did not render a decision
prior to his retirement in early January 2004.

On July 24, 2003, Phar-Mr filed Objection to Proofs



of Claim — MKesson. McKesson filed a Prelimnary Response to
Obj ection to Proofs of Claimon August 25, 2003. MKesson filed
its Supplemental Brief in Response to Objection to Proofs of Claim
on October 14, 2003. No hearing has been held on the Objection to
McKesson's cl ai ms.
BACKGROUND

The parties have a |ong history. Prior to Phar-Mor
filing its petition pursuant to Chapter 11 of the Bankruptcy Code
on Septenber 24, 2001, MKesson was Phar-Mor's primry source of
phar ma- ceuticals and over-the-counter drugs pursuant to a supply
agr eement dated June 19, 1997 (the "Pre-Petition Supply
Agreenment"). Pursuant to the Pre-Petition Supply Agreenent, Phar-
Mor owed McKesson between Ei ghteen M I lion Dollars ($18, 000, 000. 00)
and Twenty-Two M Ilion Dollars ($22,000,000.00) in pre-petition
recei vabl es. Phar - Mor and McKesson entered into a post-petition
supply agreenment (the "Supply Agreenment”), which provided for the
ext ension of credit by McKesson to Phar-Mr on terns and conditions
as set forth therein. The Supply Agreenent (at Section 19,
subparagraph 4) was specifically conditioned on, anong other
t hi ngs:

4. The Court shall have entered an order in

form and substance satisfactory to MKesson

(a) designating McKesson as a "critical vendor”

of Custoners; (b) awardi ng McKesson an al | owed

adm nistrative claim (the "Critical Vendor

Cl ai M') under Bankruptcy Code 8§ 503(b) with the

priority set forth in Bankruptcy Code 8§

507(a) (1) in an amount of $4, 000, 000 on account

of MKesson's critical vendor status (which

shall be in additional [sic] to and not in lieu

2



of any admnistrative clains granted under
Bankrupt cy Code 8 546(c)(2)(A)); provided, that
any such Critical Vendor Claimshall be subject
to McKesson suppl ying Merchandi se to Custoners
post-petition as set forth herein; provided
t hat McKesson may term nate this Agreenent as
aresult of a Term nation Event other than the
Term nati on Event set forth in Section 17(A)(5)
of this Agreenent and retain the Critical
Vendor Cl ai mnotw t hst andi ng McKesson's failure
to provide further post-petition Merchandi se;
(c) providing McKesson with the right to have
its Critical Vendor Claim treated as an
unsecured claim at MKesson's election (which
shall be in MKesson's sole discretion) and (d)
providing that the Critical Vendor Claimshall
be paid (i) in twelve (12) equal consecutive
nmont hly install ments wi t h- out i nt er est
comenci ng on the effective date of a plan of
reorgani zation in the Bankruptcy Cases or (ii)
i medi ately upon the conversion of t he
Bankruptcy Cases to chapter 7 (unless, in
either case, MKesson elects to have the
Critical Vendor Claimtreated as an unsecured
cl ai m pursuant to subsection 4(c) above)[.]

On Novenmber 30, 2001, Phar-Mor filed its Mtion for Final
Order (1) Approving Supply Agreenent with McKesson, (2) Authori zing
the Debtors to Obtain Credit in Connection Therewith, (3) Granting
Various Adm nistrative Clainms and (4) Mdifying the Automatic Stay
(the "Motion to Approve the Supply Agreenment"). As justification
for approval of the relief it sought, at paragraph 14 of the Modtion
to Approve the Supply Agreenent, Phar-Mr stated:

The Debt ors consi dered vari ous sources of post-

petition supply and financing from conpetitors

of McKesson. In the Debtors' reasonable

busi ness judgnent, the Debtors are unable to

obtain the post-petition supply and credit

needed to reor-ganize on terns and conditions

nore favorable to the Debtors than those set

forth in the Supply Docunents. Mor eover,

because McKesson was the Debtors' pre-petition
supplier, McKesson is already famliar with the
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Debt ors' operations and the Debtors will not be
required to expend significant transition costs
in order to inple-nent the Supply Docunents.

In addition, paragraph 18 of the Mdtion to Approve the Supply

Agr ee-nment st at ed:

Aut hori zing the Debtors to proceed with the
Supply Docunments is in the best interests of
the Debtors and their estates. The Debtors

wll receive a reliable source of Merchandi se
at reduced prices as well as significant post-
petition credit. Al'l of these itens will be

critical if the Debtors are to reorgani ze their
affairs for the benefit of creditors.

The Mtion to Approve the Supply Agreenent was
unopposed and, on Decenber 13, 2001, the Court entered the Final
Order (1) Approving Supply Agreement with McKesson, (2) Authorizing
the Debtors to Obtain Credit in Connection Therewith, (3) G anting
Various Adm nistrative Clains and (4) Modifying the Automatic Stay
(the "Supply Agreenent Order"). As part of the relief granted,
McKesson was awarded a Four M1 lion Dollar (%$4,000,000.00) Adn n-
istrative Expense Cl ai mand t he Supply Agreenent Order provided for
the rel ease of McKesson by Debtors, as foll ows:

Debtors on behalf of their estates and

successors hereby irrevocably release and

forever discharge MKesson and its respective

predecessors, succes-sors, assigns, agents,
sharehol ders, directors, officers, enployees,

agent s, attorneys, par ent cor porations,
subsidiary corporation, affiliates, suppliers,
and each of them (collectively, the "MKesson
Rel eased Parties"), from any and al |
affirmati ve cl ai nms, debt s, liabilities,

demands, offsets, recoupnents, obligations,
costs, de-fenses, expenses, actions and causes
of action, whether known or unknown, direct or
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indirect, arising whether at law or in equity,
whet her by tort or contract or otherw se, from
or related to Bankruptcy Code 88 544, 545, 547,
548, 549, 550, 551, 553(b), 506(c), 510(c) and
724(a) or any other power under the Bankruptcy
Code to inpose Iliability on the MKesson
Rel eased Parti es. As used herein, the term
“claim is wused in its broadest and nost
conprehensi ve sense and includes all clains as
defined in Bankruptcy Code § 101.

On March 13, 2003, this Court entered the Order
Confirmng First Anmended Joint Pl an of Li quidation (the
"Liquidation Order"), which provided for the orderly |iquidation
of Phar-Mdr and its affiliated debtors. The Liquidation Order
confirmed the First Amended Joint Plan of Liquidation ("Plan"),
whi ch provided for the distri-bution to claimnts hol ding All owed
Claims (as that term was defined). Just prior to the hearing on
the Plan, Phar-Mr filed an adversary proceedi ng agai nst McKesson
asserting breach of the Pre-Petition Supply Agreenent (the "Breach
of Contract Lawsuit"). Phar-Mr nmoved to withdraw the reference,
whi ch was subsequently denied. The Liquidation Order provided at
par agraph 18 that MKesson retained any rights and clains it then
had, including the right to setoff, entitle-nment to interest and
right to assert counterclainms in connection with the Breach of
Contract Lawsuit. Phar-Mor's right to object to any and all of
McKesson's rights and <clainms and counterclains were also
specifically preserved.

THE PARTIES' POSI TI ONS

McKESSON' S POSI T1 ON: McKesson argues that it holds an
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al | owed adm ni strative expense claimin the amount of Four M IIlion
Dol | ars ($4, 000, 000. 00) and a general unsecured claimin the anmount
of at | east Eight MI1lion Dollars ($8, 000, 000.00) for which Debtors
refuse to pay MKesson. McKesson points out that the Supply
Agr eenment Order provides that McKesson holds an all owed
adm ni strative priority claimin the amount of Four MIlion Dollars
(%4, 000, 000.00) (defined therein as the "Other Adm nistrative
Clainms"). See paragraph 7 of the Supply Agreenent Order. This
Order requires that the Oher Adm nistrative Clains be paid in
twel ve (12) equal consecutive nonthly install ments w thout interest
commenci ng on the effective date of a plan of reorganization. See
paragraph 8 of the Supply Agreenent Order. McKesson al so notes
that Debtors' Plan requires paynent of all Allowed Adm nistrative
Cl aims and al | owed unsecured clains. Despite the Supply Agreenment
Order, the Confirmati on Order and repeated requests for paynment by
McKesson, McKesson states that Phar-Mr has refused to pay on
McKesson's admi nistrative claim

McKesson further contends that Phar-Mr failed to include
McKesson in the claims made on the Initial Distribution Date of
April 13, 2003, when Phar-Mr tendered a seven percent (7%
di stribu-tion to holders of allowed unsecured clainms. Despite its
status as a holder of an allowed unsecured claim MKesson states
that no distribution was made to MKesson.

In response to its request for payment, MKesson states

that it received a letter from counsel for Phar-Mr dated May 2,



2003, whi ch stated:
The validity of the [Adm nistrative Expense
Claim is in dispute for reasons which include
the rights of set-off which Debtor believes
exi st relating to the adversary proceedi ng now
pendi ng before the Bankruptcy Court. I n
addition, the wvalidity of the underlying
transacti on appears subject to chall enge based
upon the District Court's decision in Capital
Factors, Inc. v. Kmart Corporation, 2003 W
1868753 (N.D. 11, Pl ease be guided
accordingly.
McKesson argued that (at that time) Debtors had not chall enged the
claim or sought to set off MKesson's clains.! MKesson further

contends that the Kmart deci sion has no applicability to McKesson's
al l owed adm ni strative claimbecause (1) it is not binding on this
Court; and (2) the Supply Agreenent Order is a final non-appeal abl e
order that cannot be collaterally attacked.

McKesson also argues that it is entitled to post-
confirmation interest and attorney fees because of Phar-Mr's
refusal to pay its adm nistrative expense claim

Inits Reply, MKesson further states that Phar-Mr does

lphar-Mor  subsequently filed its GCbjection to MKesson's proofs of claim on
July 24, 2003. The Plan required that all objections to clains had to be filed
within 90 days of the Effective Date of the Plan, which 90-day tine period could
be extended automatically by Debtors for 30 days wthout further application or
order of the Court and could be further extended another 30 days with the consent

of the Commttee, which consent was not to be unreasonably withheld. The exact
date for the Effective Date is not clear from the face of the Plan, the Confirnma-
tion Oder or the docket. The Confirmation Oder was entered on March 13, 2003.
Phar-Mor filed its Objection to MKesson's clains on July 24, 2003, which is 133
days after the date of entry of the Confirmation Oder. The Plan defines the
Effective Date as a date to be selected by the Plan Proponents as soon as reason-
ably practical after the conditions in 8 1.1 were satisfied or waived. The Court

is not clear what date constitutes the Effective Date or if the 90-day period was
extended by consent of the Conmittee, but since the Objection to MKesson's claim
was not challenged as being untimely, the Court assumes that it was timely filed.
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not possess any setoff rights because any such rights were vitiated
by the Supply Agreenent Order and the Confirmation Order. MKesson
argues that Phar-Mr never sought perm ssion fromthe Court to be
excused from fulfilling its contractual obligations to MKesson,
but rather Debtor nmade an inproper unilateral decision not to pay
McKesson. McKesson further notes that Phar-Mr failed to assert
any right to setoff in the Breach of Contract Lawsuit. Last,
McKesson argues that 8 558 does not confer upon Debtor a unil ateral
right to i npose a setoff, but any such right nust be done pursuant
to Bankruptcy Rule 3007. MKesson further notes that the Supply
Agreenment Order specifically bars a collateral attack on the O her
Adm ni strative Clains and cites paragraph 15 of the Order, which
provi des: "Each Debtor irrevocably waives any right to seek any
nodi fications or extensions of this Oder or any of the Supply
Docunents from this Court w thout the prior witten consent of
McKesson, and no such consent shall be inplied by any other action,
i naction or acqui escence by MKesson."

McKesson attacks the Mdtion for Reconsideration on
procedural grounds and al so argues that there is no cause for such
reconsideration and no justification for Phar-Mr's delay in
seeki ng reconsi derati on.

PHAR- MOR' S POSI TI ON: I n opposition, Phar-Mr argues that

it has the right to suspend any paynent to MKesson pending
resol uti on of the Breach of Contract Lawsuit. Phar-Mr argues that

the rel ease | anguage in the Supply Agreenent Order operates only



as a rel ease of affirmati ve def enses and not negati ve def enses such
as its right to setoff, as asserted in the Breach of Contract
Lawsui t. As a conse-quence, Phar-Mr argues that the issue of
whet her the | anguage i n paragraph 13 of the Supply Agreenment Order
woul d bar Debtors fromseeking affirmative relief agai nst McKesson
in excess of the Twenty-One MIlion Dollars ($21, 000, 000.00) of
out standi ng indebtedness alleged to be owed to MKesson only
becomes rel evant to the extent that Debtor obtains a verdict in the
Breach of Contract Lawsuit in excess of Twenty-One MIIlion Dollars
(%21, 000, 000.00). Additionally, Phar-Mr argues that the rel ease
| anguage is limted to clains arising from 88 544, et seq. of the
Bankruptcy Code and, thus, cannot be expanded by MKesson to
include the Breach of Contract Lawsuit, which is based on
applicable state | aw rather than the Bankruptcy Code.

Mor eover, Phar-Mr argues that cause exists, pursuant to
Bankruptcy Rule 3008, for the Court to reconsider the prior
al | owmance of a portion of McKesson's general unsecured pre-petition
trade claim as the Four MIllion Dollar (%$4,000,000.00) O her
Adm ni strative Clains. Rul e 3008 provides that: "A party in
interest may nove for reconsideration of an order allow ng or
di sal l ow ng a cl ai magai nst the estate. The court after a hearing
on notice shall enter an appropriate order."” Accordingly, Phar-NMNMor
noved the Court for such reconsideration, relying on § 502(j) of
t he Bankruptcy Code, which provides that: "A claimthat has been

allowed or disallowed nay be reconsidered for <cause. A



reconsi dered claimnmy be allowed or disallowed according to the
equities of the case . . . ." Phar-Mr contends that the equities
of the case dictate that MKesson is not entitled to an
adm ni strative claimfor any portion of its pre-petition general
unsecured trade claimand that the prior allowance of such portion
as a "critical" vendor adm nistrative clai mshoul d be reconsi der ed.
Phar - Mor asks the Court to balance the equities and consider that
Phar - Mor paid McKesson nore than One Hundred Ninety-One MIIlion
Dol I ars ($191, 000, 000. 00) post-petition for nmerchandi se and that,
al t hough Debtors did business with nore than one thousand (1, 000)
vendors, only MKesson was able to utilize its disparity in
bar gai ni ng power to obtain a critical vendor adm ni strative expense
claim

THE MOTI ON FOR RECONSI DERATI ON

Al t hough it was not the first nmotion to be filed, the
Court nmust first dispose of the Mdtion for Reconsideration of the
Four MIlion Dollar (%$4,000,000.00) Oher Adm nistrative Clains.
It is inmperative to first establish whether or not McKesson has an
al l owed admi nistrative expense claim before its Mdtion to Conpel
Paynment can be addressed.

In addition to the argunents set forth by the parties in
their papers, the parties argued this issue at the June 10, 2003

hearing.? At the hearing, counsel for Phar-Mr argued that a

°The Court listened to the CD of the entire proceeding held before Judge Bodoh on
June 10, 2003 and heard all of the arguments of counsel. Judge Bodoh left no
notes of his inpressions from that hearing, but this Court is able to nake a
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notion pursuant to Bankruptcy Rule 3008 can be substituted for a
notion pur-suant to Federal Rule of Civil Procedure 60(b) while
recogni zing that the two notions are not identical. Phar-Mr urged
the Court to recognize that approval of the post-petition Supply
Agreenment and all owance of the Other Adm nistrative Clains as a
critical vendor claim were separate and distinct. As a
consequence, even though a court order created the Four MIIlion
Dol | ar (%4, 000,000.00) Oher Admnistrative Clains, it still
constituted a claimthat coul d be reconsi dered pursuant to 8§ 502(j)
of the Bankruptcy Code. MKesson countered that the Four MIIlion
Dol | ar ($4, 000, 000.00) claimdid not stand al one and coul d not be
reconsi dered absent a notion, pursuant to Federal Rule of Civil
Procedure 60(b), that sought relief from the entire Supply
Agreenment Order. McKesson argued that the Supply Agree-nment
provi ded Phar-Mr with nost favored nation pricing, anong other
things, and that all issues relating to the Supply Agreenment and
the extension of credit would have to be reopened if Phar-Mor
want ed t he Court to reconsider all owance of the Four MIIion Dollar
(%4, 000, 000.00) claim McKesson insisted that an evidentiary
heari ng woul d be necessary to determ ne what woul d have happened
in the absence of court approval of the post-petition Supply
Agreenment, with the court considering all issues, not just the

al | owance of the O her Adm nistrative Clainms.

decision on all matters set forth on the papers and argued before the Court,
based on its thorough review of the docket, the pleadings, the oral transcript
of the hearing, and subsequent tel ephonic status conference with the parti es.
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This Court holds that the Supply Agreenent Order is a
final order that enconpassed many rel ated subjects, not just the
al l omance of an adnministrative claim In the Supply Agreenent
Order, Debtors sought and obt ai ned approval of the Supply Agreenent
and authorization to obtain credit and nodification of the
automatic stay, in addition to all owance of various adm nistrative
claims (not just the Oher Admnistrative Clains). Case |aw
provi des that the standard for reconsidering a claimare the sane
as under Federal Rule of Civil Procedure 60(b). See In re Harbor
Fi nancial Group, Inc., 303 B.R 124, 131 (N.D. Texas 2003) ("When
det erm ni ng whether 'cause' exists to reconsider a claim courts
generally apply the standards set forth in Federal Rule of Civi
Procedure 60(b), incorporated by Bankruptcy Rule 9024.") and In re
Thonpson, No. 90-81234, 1993 Bankr. LEXI S 1954, at *5-6 (C.D. I11I.
Apr. 19, 1993) ("Thus, a creditor nust assert fraud, newy
di scovered evidence, m stake, excusable neglect, or any of the
other matters pertinent to a Fed. R Civ. P. 60(b) notion to assert
"cause' for reconsideration under Code § 502(j). [ The Advisory
Conmittee note to Bankruptcy Rul e 3008 states that reconsideration
of aclaimis discretionary with the court. Reconsideration is not
di scretionary for Code 8§ 502(j) provides that reconsideration may
be only for cause.]"). As a consequence, in order to prevail on
its motion for reconsideration that no portion (specifically, the
Four MIlion Dollar (%$4,000,000.00) OGher Adm nistrative Clains)

of McKesson's pre-petition unsecured trade clai mshould be all owed
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as an adm nistrative expense claim under the "critical" vendor
t heory, Phar-Mr nust allege (and establish) that it is entitled
to recon-sideration of the claim on the basis of m stake,
i nadvertence, surprise, or excusable neglect; newy discovered
evi dence which by due diligence could not have been discovered in
time to nmove for a new trial under Rule 59(b); fraud (whether
her et of ore denom nated intrin-sic or extrinsic), m srepresentati on,
or other msconduct of an adverse party; or any other reason
justifying relief, as set forth in Federal Rule of Civil Procedure
60(b) .

Phar - Mor has not all eged any of the bases in Federal Rule
of Civil Procedure 60(b) for reconsideration of MKesson's O her
Adm ni strative Clains. Phar-Mr contends:

there is no question that MKesson's asserted

$4 mllion dollar adm nistrative expense claim

originated as a prepetition general unsecured

trade cl aim against the Debtor, and was only

el evated to adm ni strative expense status based

upon MKesson's assertion of its status as a

critical vendor. Specifically, McKesson

obtai ned such status for a portion of its

prepetition general unsecured claimas a result

of an uncon-tested supply order presented to

the Court.

See page 7 of Phar-Mr's Opposition and Motion for Reconsi deration.
What Phar-Mor ignores, however, is that MKesson wasn't alone in

asserting that it had status as a critical vendor and that it was

Phar-Mor's motion that was uncontested. | ndeed, Phar - Mor

represented to this Court that it had tried to obtain post-petition

credit fromconpetitors of MKesson, but had been unable to do so
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on as favorable terns. Phar-Mr urged that approval of the Supply
Agreenment, which included as a condition precedent the all owance
of the Four MIlion Dollar (%$4,000,000.00) adm nistrative claim
was "critical" to Debtor's ability to reorgani ze. Phar-Mr further
urged that approval of all of the relief sought in the Mdtion to
Approve the Supply Agreenment was in the best interests of Debtors,
their creditors and the estates. Phar-Mr now takes exception to
the fact that MKesson was able to leverage that it was critica
to the survival of Debtor, when Phar-Mr was not only aware of that
fact at the tinme it noved the Court for approval of the Supply
Agreenent, but it relied on those circunmstances to justify the
al l owance of the O her Adm nistrative Clainms in the anount of Four
MIllion Dollars ($4,000,000.00).

Phar - Mor now relies on the Knmart deci sion as
justification for this Court to revisit the all owance of the O her
Adm ni strative Clainms, but this Court declines to do so. The facts

and circunstances in the Kmart case are dramatically different from

the facts underlying the Supply Agreenent Order. Phar-Mr states

t hat
[t] he issue before this Court is straight for-
war d. Do t he equities favor t he
reconsi deration of McKesson's $4 million dollar
adm nistrative expense clainf The Debtor

bel i eves that the equities clearly lie in favor
of the general unsecured creditors of the
Debtor, particularly since MKesson sold, and
was paid in full for, nearly $200 mllion
dol l ars of product after the Debtor filed its
petition for relief.
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See page 10 of Phar - Mor' s Opposition and Motion  for
Reconsi derati on. On this Dbasis, Phar-Mor's Modtion for
Reconsi deration of the claimnmust be denied. |In seeking approval
of the Supply Agreenent, Phar-Mr itself represented that it could
not obtain nore favorable rates fromany of McKesson's conpetitors.

Phar-Mor clained that the Supply Agreenent would result in a

“reliable source of Merchandise at reduced prices as well as
significant post-petition credit." See paragraph 18 of Mdtion to
Approve Supply Agreenent. Furthernore, Phar-Mr argued that

approval of the Supply Agreenment would save it from expendi ng
"significant transition costs.” See paragraph 14 of Mdtion to
Approve Supply Agreenent. In other words, Phar-Mr previously
represented to the Court, the Commttee, and its creditors, that
the Four MIllion Dollar (%$4,000,000.00) administrative expense
claimwas justified because it was getting a better deal under the
Supply Agreenent than it could get anywhere else. The fact that
McKesson performed and was paid (even though it was nearly Two
Hundred MIlion Dollars ($200,000,000.00)) pursuant to that
approved Supply Agreenent provides no justification — equitable or
otherwise — to now reconsider the allowance of the Four MIIlion
Dol | ar ($4, 000, 000.00) adm nistra-tive claim that was part and
parcel of the Supply Agreenent.

As a consequence, the Court denies Phar-Mr's notion for
reconsi deration of the Four MIlion Dollar ($4,000,000.00) O her

Adm nistrative Clainms and finds that McKesson has an Al | owed Adm n-
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istrative Claim in t he anount of Four MIIlion Dol | ar s
($4, 000, 000. 00).

THE MOTI ON TO COVPEL PAYMENT

McKesson cites two prior orders of this Court that it
mai n-tai ns mandate paynent of its clains — the Supply Agreenent
Order and the Confirmation Order. Phar - Mor does not appear to
di spute that these orders require the paynent of allowed clai ns,
but instead argues that it has objected to MKesson's clainms and
that it is entitled to suspend paynment until the Breach of Contract
Lawsuit is resolved. Phar-Mr contends that it has not rel eased
the clains it asserts against MKesson in the Breach of Contract
Lawsuit and, as a conse-quence, Phar-Mr states that the rel ease
only beconmes relevant if it obtains a judgnment on the Breach of
Contract Lawsuit in excess of the Twenty-One MIllion Dollars
(%21, 000, 000. 00) clainmed by MKesson. Phar - Mor asserts in its
Obj ection to MKesson's Clains that it "reserves all rights to
obtain setoff, recoupnent, and/or a claimfor affirmative relief
to the extent it is successful in obtaining the relief sought" in
the Breach of Contract Lawsuit. See page 2 of the Objection to
McKesson's Cl ai ns.

McKesson counters that Phar-Mor is not entitled to any
kind of a setoff against McKesson's allowed clains. In MKesson's
Suppl e-nental Brief in Response to Phar-Mr's Objection, MKesson
sets forth a detailed analysis of the right of setoff and concl udes

t hat Phar- Mor does not have any setoff rights because (1) there is
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no right under Chio law, which requires: (a) nmutuality of debt,
(b) that there be two independent contracts, and (c) that the
i ndebt edness be definite instead of contingent; and (2) there is
no right to assert setoff under § 553 of the Bankruptcy Code, which
requires: (a) pre-petition debts, (b) nutuality, and (c) a right
to setoff under nonbankruptcy |law. MKesson argues that there is
no nutual ity because it holds a post-petition adnm nistrative claim
agai nst Debtor and that it is "questionable whether the Debtor
holds a valid pre-petition claim agai nst McKesson." See page 11

of McKesson's Suppl emental Brief.

Setoff and recoupnent are simlar, but different
doctri nes. Setoff requires mutuality of debt. Recoupnent,
however, arises out of the same transaction.® Both doctrines are

appl i cabl e i n bankruptcy.4 The main distinction between recoupnent

3" For recoupnent to apply, however, the creditor nmust have a claim against the
debtor that arises from the sane transaction as the debtor's claim against
the creditor." Bird v. Carl's Grocery Co. (In re NWX Inc.), 864 F.2d 593, 597
(8th Gr. 1989) (citing Ashland Petroleum Co. v. Appel (In re B & L QI Co.),
782 F.2d 155, 157 (10th Gr. 1986) (enphasis added)).

“The recoupnent doctrine is applicable in bankruptcy. Sheehan v. Wener (In re
Wener), 228 B.R 647, 650 (Bankr. ND Chio 1998) (citing Reiter v. Cooper,
507 U S. 258, 265 n.2 (1993)). Setoff is specifically set forth in § 553 of the
Bankruptcy Code, which preserves certain rights of setoff that exist under
appl i cabl e nonbankruptcy law. Section 553(a) provides, in relevant part:

(a) Except as otherwise provided in this section and in sections
362 and 363 of this title, this title does not affect any right of
a creditor to offset a nutual debt owing by such creditor to the
debtor that arose before the commencenent of the case wunder this
title against a claim of such creditor against the debtor that arose
bef ore the commencenent of the case, except to the extent that—

11 U.S.C. § 533(a).
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and setoff is that setoff is a form of cross action that depends
on the existence of two separate, nutual obligations; whereas,
recoupnent is like a conmpulsory counter-claim in that the
obl i gati ons nust arise out of the same transaction. See 5 LAWRENCE
P. KINGET AL., Caller oNn Bankruoptey § 553. 10 (15th ed. 2003).

To the extent Phar-Mor is attenmpting to setoff any
damages it nay be awarded in the Breach of Contract Lawsuit agai nst
the Four MIllion Dollar (%$4,000,000.00) Oher Adnmnistrative
Clainms, this Court agrees with McKesson that there is no nutuality,
and, thus, no right to setoff. Phar-Mr has all eged a pre-petition
breach of contract in the Breach of Contract Lawsuit. Even if
Phar-Mor is successful, any judgnent in the Breach of Contract
Lawsuit, which relates to pre-petition conduct, cannot be setoff
agai nst an allowed adm nistra-tive (post-petition) claim

It is indisputable here that MKesson's pre-petition
clainms arise out of the same transaction, i.e., the Pre-Petition
Supply Agreenent, that is the subject of Phar-Mr's Breach of
Contract Lawsuit. As a consequence, if Phar-Mdr has a right to
recover on its Breach of Contract Lawsuit, it can assert recoupnent
agai nst the ampbunts owed to MKesson on its pre-petition general
unsecured cl ai ns.

Accordingly, this Court holds that MKesson is entitled
to paynment onits Allowed Oher Adm nistrative Clains in the anount
of Four MIlion Dollars (%$4,000,000.00), consistent with the Supply

Agreenment Order. Since paynent should have been made in twelve

18



(12) equal consecutive nonthly installnents wthout interest
commenci ng on the Effective Date (i.e., sone tine in the sumrer of
2003), Phar-Mor is directed to pay McKesson the entire Four MIIion
Dol | ar ($4, 000, 000.00) Other Adm nistrative Clains inmediately,
plus such interest, if any, that has accrued on this anmount in the
Reserve Account (for disputed clains). Phar - Mor shall not be
required to make a pro-rata distribution on MKesson's general
unsecured clainms until there is (1) a final determnation with
respect to the Reclamation Claim and (2) an adjudication in the
Breach of Contract Lawsuit. Phar-Mor is entitled to recoup the
anmount, if any, it may be awarded in the Breach of Contract Lawsui't

before making a distribution to McKesson on its general unsecured

cl ai nms.
OBJECTI ON TO MCKESSON S CLAI MS
As previously set forth, Phar-Mr's objection to and
request for reconsi deration of the Four MIllion Dollar

(%4, 000, 000.00) Oher Admnistrative Claims is overruled and
deni ed. Phar - Mor continues to object to MKesson's Reclamation
Claim in the approximte anount of Eight MIlion Six Hundred
Thousand Dol | ars ($8, 600, 000.00). It is this Court's understandi ng

t hat certain i ssues?® regardi ng the Recl ama-

SThis Court understands that the District Court appeal involves the issue of
whether the status as a secured creditor deprives a creditor of the ability to
recl aim goods. A second issue regarding whether Phar-Mr was insolvent at the
tine the goods were delivered, as required by 8§ 546(c), has never been addressed
by this Court. Additionally, no other defenses to the Reclamation daim have
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tion Claimare currently on appeal to the United States District
Court. Phar-Mr also objects to McKesson's general unsecured cl ai m
in the approxi mate amount of Eight MIlion Fi ve Hundred Thousand
Dol | ars ($8, 500, 000. 00) . Phar - Mor objects to the amount of the
general unsecured claim as well as paynment of such claim until
after the Breach of Contract Lawsuit is resolved.® As set forth
above, Phar-Mor is relieved from naking a distribution on the
general unsecured claimuntil the Breach of Contract Lawsuit is
resolved. A further hearing will be held on the Objection after
briefing is conplete.

An appropriate order shall enter

HONORABLE KAY WOODS
UNI TED STATES BANKRUPTCY JUDGE

been presented to or heard by this Court.

5The parties are in the process of briefing the issues of dispute relating to the
bj ecti on.
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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRICT OF OHI O

*

I N RE:
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CASE NUMBER 01-44007
PHAR- MOR, INC., et al.,
CHAPTER 11

Debt ors. HONORABLE KAY WOODS
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ORDER

ERE R I S S S S S S S I S I R I S S S S SR

*k kK k%

For the reasons set forth in this Court's Menorandum
Opi nion entered this date, Phar-Mr's Opposition and Motion for
Reconsi dera-tion of the Four MIlion Dollar ($4,000,000.00) O her
Adm nistrative Clains is overruled and denied. MKesson's Mtion
to Conpel Paynment is granted. MKesson is entitled to imrediate
paynent on its Allowed O her Adm nistrative Clainms from Phar-Mr
in the amount of Four MIlion Dollars (%$4,000,000.00), plus the
interest, if any, on such claimthat has accrued in the Reserve

Account .

IT 1S SO ORDERED.

HONORABLE KAY WOODS
UNI TED STATES BANKRUPTCY JUDGE
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